Nevertheless, the growth of GDP is forecast to fall from last year's high of 4.5% to 2.5% this year. Inflationary expectations are the most immediate cause for concern. But following the Budget there is concern that a relatively restrictive fiscal stance may bear down too heavily on output and employment during the next year.
MACROECONOMIC TRENDS
The estimates of GDP based on three independent respectively. This is offered as a temporary
The average measure of GDP at current market prices, nominal or 'money' GDP, was 10% higher in the third quarter of 1988 than in the same period of 1987. This is broadly the same as the annual rate to the second quarter. After allowing for price changes, the average measure of GDP at constant market prices was provisionally estimated to have been 3.5% higher than a year earlier.
This annual rate which is lower than that reported in the last Commentary of 4% to the second quarter is considered to reflect the erratically high growth in the average measure in the year to the third quarter of 1987. Real GDP is estimated to have increased between the third and second quarters of 1988 by 1%, compared with a 0.7% increase between the first two quarters of the year. Provisional estimates of output-based GDP for the fourth quarter of 1988 suggest that there was almost no change on the preceding quarter so that the measure stood at 3.5% above the level recorded a year earlier.
The GDP figures are therefore very difficult to interpret. The Treasury estimates that real GDP grew by 4.5% during 1988 and very few forecasters would disagree with that view. The provisional evidence from the turn of the year might indicate that the rate of GDP growth was slowing due to the effect of the interest rate rises, but this still needs to be confirmed. The CSO's coincident cyclical indicator, which attempts to show current turning points in the business cycle around the long-term trend, has shown some decline since mid-
1988.
In view of the concern about the accuracy of the As noted in the consumer spending section above, the underlying increase in average earnings in the year to December was 8.75%, representing a fall from the peak annual increase of 9.25% which was reached in August and September. It cannot be guaranteed, however, that the rate of growth of earnings is now on a downward trend. Wage claims tend to reflect expectations of future inflation based on past experience of price inflation. It is therefore quite possible that we shall see rising wage inflation this year even though economic activity is turning down.
The rate of growth of unit labour costs in the whole economy has been revised upwards following the downward revisions in productivity growth. The IPM stressed the need for a more cautious approach, and argued that abolition should proceed on an industry by industry basis. It was not convinced by the conventional wisdom that national pay bargaining leads to higher wage rates being set than is the case under regional or local arrangements. Furthermore even the independent chairmen of wages councils have commented that the Government proposals are stronger on rhetoric and weaker on facts to support their proposals.
The Employment Bill, with proposals to end restrictions on the working hours of young people and restrictions on womens' employment, attracted the least criticism, although concern was voiced as to the need for effective measures to ensure no exploitation of young people. These measures must be seen in terms of the growing concern about possible labour shortages. What is of most immediate concern, however, is the outlook for the rate of inflation and the current account of the balance of payments. Inflation, currently running at around 7%, is forecast by the Treasury to peak in the middle of the year at 8%, falling back to 5.5% in the fourth quarter before reaching a 4.5% rate in the middle of next year.
The current account is forecast to display a £14.5bn deficit in the current year, that is the same as the outturn for 1988. The macroeconomic significance of the Budget is whether the fiscal stance embodied within it, coupled with the government's interest and exchange rate policy, are sufficient to moderate the inflationary pressure without tipping the economy into recession.
The Chancellor's refusal to index excise duties suggests a concern about inflation bordering on panic which belies his stout defence of past during 1980/90 suggests that the fiscal stance will remain broadly unchanged in the coming fiscal year. However, the irony is that this year that stance might now be too restrictive.
The danger is that the Budget measures, coupled with a continuation of high interest rates, may force an improvement in the current account and a moderation of inflation by marked reductions in output and eventually employment: a hard rather than a soft landing.
With
a relatively restrictive fiscal stance bearing down on domestic demand, and the confidence of the foreign exchange markets maintained, the government now has scope to avoid demands for further interest rate rises. Once it is clear that demand in the economy has turned down the Chancellor should consider some downward movement of interest rates. This will not only help the balance of growth but will reduce the risk that the burden of reducing the current account deficit is borne by a contraction of output and employment.
